Market Perspectives (as of august 31, 2018)

CAROLINAS

Capital Markets

The S&P 500 reached all-time highs in August and eventually
pushed through the 2,900 milestone for the first time ever on
August 28th. After hitting record highs in each of the 12 months
of 2017, the latest milestone was the first all-time high recorded
since January. The U.S. stock market performed well during the
month across all market caps and styles. For the year, small cap
stocks and large cap growth stocks have been the big winners.
Value stocks have lagged again in 2018 but are still positive.

Foreign stocks, both international developed and emerging
markets, struggled again in August. U.S. Dollar appreciation,
likely due to ongoing trade tensions, has strongly hurt the
performance of international stocks. Frequent readers of Market
Perspectives know that we believe in managing global portfolios
and we also think that the expected return for international and
emerging markets stocks over the next 5-10 years are higher
than U.S. stocks. Valuations on international and emerging
markets stocks are lower, on a relative basis, when compared to
U.S. stocks. We ultimately believe that valuations drive returns.
However, in shorter periods of time, momentum drives
performance. Clearly, momentum is on the side of U.S. growth
stocks and we don't dismiss the idea that the momentum could
continue for some time.

In fixed income markets, ongoing Federal Reserve tightening has
predictably driven short-term interest rates higher while longer-
term rates have not moved much in recent months. The yield
curve is now the flattest it has been since the Great Recession.
A portfolio of short-term bonds yields almost as much as a
portfolio of long-term bonds, but carries significantly less interest
rate risk. We continue to favor a short duration posture. Further,
high yield bonds have held up extremely well but they currently
yield just over 3% more than comparably maturing Treasury
bonds. To put this into context, in 2007, before the financial
crisis, cash yielded over 5%. Today, high yield bonds, the same
instruments that experienced a more than 30% drop in value in
the crisis, yield just over 6% before loss adjustments. In short,
the present time is a good time for investors to evaluate the risk
in their fixed income portfolios. An overreliance on long-duration
bonds or riskier fixed income instruments could be dangerous in
the coming years.

US vs. China Stocks since Tariff Anouncements
Time Period: 3/1/2018 to 8/31/2018
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Equity

MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr
Global Stocks 0.8 34 11.4 11.8 9.7 6.7 8.1
U.S. Large Cap 3.3 9.9 19.7 16.1 14.5 10.9 9.5
U.S. Large Value 1.5 3.7 12,5 12.3 11.2 8.9 8.8
U.S. Large Growth 55 164 27.2 19.3 17.5 12.8 10.5
U.S. Small Cap 4.3 143 254 16.1 13.0 10.5 10.2
Int'l Dev Stocks -1.9 -2.3 4.4 7.0 5.7 3.7 7.0
Emerging Markets -2.7 -7.2 -0.7 11.4 5.0 3.5 9.7
Fixed Income

MTD YTD 1-Yr  3-Yr 5-Yr 10-Yr 15-Yr
U.S. Inv Grade Bonds 0.6 -1.0 -1.0 1.8 2.5 3.7 4.0
U.S. Short-Term Bonds 0.5 0.1 -0.4 1.0 1.2 2.2 2.7
International Bonds -04 -1.5 -15 3.0 0.5 2.0 3.7
Other

MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr
Commodities 18 =39 05 =l =B0 =76 =il

Quote of the Month

"Liquidity is ephemeral: it can come and go"

Howard Marks

Market Liquidity

What is liquid today, may not be liquid later. We spend a lot of time thinking
about risks in investment portfolios. We focus most on downside risk and
loss of capital. At the end of the day, permanently losing capital is risk
defined. A similar risk is liquidity. When we say liqudity, what do we mean?
How fast can you sell the asset and for how much of a discount do you have
to sell the asset to get the money back soon. A few thoughts:

Residential real estate is the best illustration for liquidity. During the
housing crisis, there were more than 2 years of inventory on the market
and a quick sale could have required a deep discount of the home
(more than 20% for most homes).

Today, most homes of average price (particularly in growing cities such
as Charlotte, NC) are selling for their asking prices within a matter of a
few days, typically closing in a month or two.

As we have seen in the past, liquidity is dynamic and goes and comes.
When we experience bad times, fewer investors are willing to be a
liquidity provider and more investors are asking for a liquidity provider.
Hence, there is less liquidity.

Historically speaking, most economic cycles end after a long period of
growing liquidity. Investors, as they grow confident in markets, will
tend to take on more risk to achieve higher returns. This risk taking,
often through leverage, increases values on assets and provides an
illusion of liquidity. Investors see the liquidity and then trust it will
always be there. But the question is, if you need the money during a
bad time, can you get it without sacrificing much value?

After so many years of growing liquidity and growing leverage in the
economy, | think now is a great time to reconsider how much liquidity
you really have and really need.

What does this mean on a personal level? Make sure you hold
emergency cash that can cover your living expenses. Ensure that an
appropriate level of your portfolio is invested in highly liquid, high
quality fixed income that could be tapped as a second level of
insurance. Lastly, having the ability to be a liquidity provider can be
quite lucrative, especially during bad times. Locking up capital may
offer a premium today, but having extra liquidity on hand to take
advantage during a dislocation could be extremely lucrative tomorrow.

Source: Morningstar Direct
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